DEPARTMENT OF THE ENVIRONMENT CONSULTATION PAPER ON .COMMERCIAL 

PROPERTY LEASES 



1 UPWARD ONLY RENT REVIEWS 

1.1 There is no statutory regulation of rent review clauses. 
Upward only rent reviews (UORRs) are common in most commercial 
leases. Under an upward only rent review clause, the rent 
payable at the review will increase to the open market level 
at the time of review, normally at five-yearly intervals, if 
this is higher than the current rent. If the market rent is 
below the level current at review, then there is no increase. 
But nor is there any reduction; the current rent remains 
unchanged. Thus, in periods of recession and low inflation, 
such clauses can result in a divergence between the rent 
payable at review under a lease and the rent at which the 
property could be let in the open market . 

1 . 2 UORRs are not the only method used for setting rents on 
review. Some review clauses simply set current market rents 
at the review stage. The use of turnover rents is not 
uncommon, particularly in parts of the retail sector. 
Upward/downward reviews may provide that the rent may never 
fall below a certain figure, often the initial rent. Insome 
cases, rents are reviewed by reference to an index either 
throughout the lease or, as is common in other EC countries, 
between reviews to open market rent. 

1.3 The Government has no intention of legislating with 
retrospective effect to change UORRs in existing leases. But 
there have been criticisms of such clauses. These criticisms 
have grown sharply in recent years as clauses have operated 
to maintain rents above open market rents during the 
recession. There is little firm information to enable the 
claims and counter-claims discussed below to be thoroughly 
assessed . 



Criticisms of UORRs 



1.4 Since the mid 1970s UORRs have become a standard feature of 
commercial leases in a period where landlords have tended to 
be in a strong bargaining position, in view of the limited 
supply of suitable property in desired locations. Some 
commentators have claimed that, in these circumstances, 
tenants are not able freely to negotiate their leases and that 
jsuch clauses impose on them an unreasonable share -of the r isri 
inherent in holding property. 



1.5 



Critics have gone on to claim that, in periods of recession 
and low inflation, such clauses have undesirably created a 
two-tier market. This means that tenants taking new leases 
obtain lower rents; those with existing leases are locked into 
higher rents. They cannot assign without paying premiums. 
In the critics’ view, in these circumstances the marke t is 
unable to react to market signals and, to the exteni 
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tenants are able to pass on to consumers high overheads in 
terms of rent, UORRs could have an inflationary effect. 

1.6 Critics believe that UORRs inhibit free choice in the market, 
in that tenants may find difficulty in assigning or sub- 
letting leases with such clauses when rental values are 
falling. They also suggest that UORRs may result in a higher 
level of insolvencies generally amongst tenants, on the 
grounds that high rents through a recession may contribute to 
insolvencies, particularly if the landlord is reluctant to 
grant concessions to a distressed tenant for fear of 
encouraging non-payment by other tenants. Were rents reset 
in line with the market during a cyclical downturn, tenants 
would be cushioned by lower rents from the financial strain 
imposed by the drop in their revenues. 

1 . 7 Critics further contend that tenants may be induced to accept 
UORR clauses by lower initial rents but are unlikely to take 
account of the full costs of the resulting increased risk of 
insolvency, as some of these costs would be borne by others, 
eg the Exchequer, trade creditors and customers. This, 
critics assert, represents a market imperfection that can only 
be addressed by outlawing UORR clauses. 

1 . 8 Free negotiation of leases without UORR clauses may also be 
inhibited, according to critics, by the force of contractual 
precedent and the imbalance of market power between many 
landlords and tenants . 

1.9 It is also argued by some that the limitation of risk to the 
investor achieved by UORR clauses unhealthily diverts 
resources away from other sectors of the economy. 

1.10 Critics go on to point out that the fact that UORRs have not 
generally led to problems in the past, when rents were rising, 
does not mean they should be permitted in the future. Even 
with strong growth in values overall a continuation of low 
inflation might result in falling rents in certain local 
sectors of the market from time to time. 

Defence of UORRs^. 

1.11 In each case, counter arguments have been advanced by those 
who wish to retain UORR clauses. 

1 . 12 Defenders argue that such clauses have become a standard 
feature in commercial leases because they have served the 
interests of the market as a whole. The relative strength i.n 
negotiations of landlords and tenants varies according to the 
state of the economy and of supply and demand. Where the 
landlord seeks a UORR clause, it is in order to achieve a 
balance of risk between the landlord and his financial backers 
on the one hand, and tenants on the other. Defenders argue 
that any new commercial property investment carries 
substantial uncertainty, which the UORR clause serves to 
limit, not to avoid. Where a tenant is in a strong bargaining 
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position, he can seek either the omission of the UORR clause, 
or to achieve compensating benefits, for example in the form 
of lower initial rent levels. 

1.13 Supporters argue that the effect of such clauses is not 
inflationary, because the UORR is only one aspect of the 
entire contract. Where such clauses are included, then in a 
freely operating market the rent levels set will be below what 
they would otherwise be, to reflect the value to the landlord 
of the clause. Moreover, supporters suggest, by providing a 
floor for rent levels and thus reducing market uncertainty, 
such clauses serve to stimulate higher investment and supply 
than would otherwise obtain, thus restraining market rents in 
relation to any given level of demand. 

1.14 In response to claims that such clauses impede assignment, 
supporters say that UORRs are only one of the factors the 
tenant must take into account at the point where he wishes to 
assign or sub-let a lease. The lease will represent an asset 
or liability like any other; the value reflecting the overall 
state of the market. They argue that it is unlikely that such 
clauses have a major impact on the property market as a whole, 
since it is unusual for market rents to decline in cash terms 
for any length of time. Moreover, they claim that, since 
rents represent a low proportion of turnover in many sectors, 
it is unlikely that such clauses will themselves have 
contributed significantly to liquidations. 

1.15 A further argument advanced against change is that statutory 
regulation would itself inhibit the free operation of the 
market and would have possibly unforeseen distorting 
consequences for its efficient operation. It is also argued 
that abolition of UORRs would occasion a steep drop in capital 
values that would be both inequitable and, through its impact 
on the value of collateral against which banks lend, 
deflationary. 

Options. 

1.16 As noted in para 1.2 above there are a number of ways in which 
rent review clauses operate and, for new leases, there are a 
wide range of options. The extremes of this spectrum are: 

1.16.1 To take no action and allow the continuing use of 
upward only review clauses to be a matter for 
negotiation between the parties at the start of the 
lease. 

1^1 6-2 To prohibit the use of upward only review clauses in 
new leases, leaving the rent to be determined in line 
with current open market rental values on each review. 

1.17 Views are sought on the options above and on any intermediate 
option which respondents wish to suggest. It would be helpful 
if they could deal specifically with the following matters. 
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1.17.1 General comments on the option and any benefits or 
disbenefits to the parties to a lease from its 
adoption and to the wider economy both in the short 
and longer term. 

1.17.2 Specific points which would need to be covered to 
ensure the proposals were enforceable. 

1.17.3 The likely effect on rental levels at the start of a 
lease, on review and on renewal. 

1.17.4 The likely effect on numbers of insolvencies amongst 
both landlords and tenants at different stages of the 
economic cycle. 

1.17.5 Whether changes would affect the willingness of 
developers to undertake new schemes and the 
availability of finance in any or all of the major 
sectors of the commercial property market, ie retail, 
office, industrial/warehousing etc. 

1.17.6 The likely effect on the capital values of existing, 
tenanted investments which will be affected by the 
option when existing leases expire. 

1.17.7 The knock on impact of any changes in capital values 
on the health or the behaviour of financial 
institutions . 

1.17.8 The likely effect on the capital values of investments 
in property which are subject to the new conditions 
from the start of the lease. 
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2 CONFIDENTIALITY CLAUSES 



2.1 Confidentiality clauses are used by the parties to ensure that 
the terms agreed remain secret, so that concessionary terms 
in such agreements 3-re not Quoted against them in other 
negotiations. As a result, it may be more difficult for 
valuers involved in a transaction or acting as independent 
experts to obtain sufficient evidence from comparables to make 
firm judgements as to current market values. This problem is 
more evident when the market is depressed and there are 
relatively few transactions taking place . However there is 
anecdotal evidence that their use has increased and it has 
been argued that they cause distortions in the market. 

£ri_t_i_g i sms_ _g f ,„_CQnf i _den_t la llt v. clauses 

2.2 Critics of confidentiality clauses argue that when rents are 
reviewed the use of confidentiality clauses limits the 
evidence available to valuers acting either for the parties 
or as arbitrators or independent experts. Arbitrators may be 
put in a particular difficulty as they must make a decision 
based on the evidence put before them. Confidentiality 
clauses, critics fear, may also produce bias by restricting 
the available evidence to those cases where a rent above the 
true market value has been agreed. 

2.3 If this were the case, then the use of confidentiality clauses 
would have caused rents to be set at a higher level than that 
which would apply if they were prohibited, imposing undue 
strain on the finances of the tenant. 

2.4 Critics also point out that the use of confidentiality clauses 
reduces the 'transparency' of the market and anything which 
interferes with the free flow of information is likely to 
reduce the efficient operation of the market. 

2.5 Those who argue against regulations to ban confidentiality 

clauses claim that it is rare for the market to be unaware 
that a deal has been struck. It is often possible to obtain 
sufficient information to indicate whether it is likely to be 
relevant. There is no evidence, they say, that 

confidentiality clauses do produce a bias towards higher, and 
therefore inflationary rents. They also point out that such 
clauses are sometimes sought by the tenant. 

2.6 The property market, they claim, is inherently imperfect ( in 
the economic sense ) because individual buildings are unique 
and it is difficult to apply price information from one deal 
to another. Price information is not fully available to 

. ( *1 t) deals are struck between 

individuals rather than through a central clearing system. 
Therefore, in practice, such clauses do not significantly 
affect the working of the market. 



5 



Printed image digitised by the University of Southampton Library Digitisation Unit 



2.7 Supporters argue that confidentiality clauses serve an 
essential purpose in preserving commercial confidentiality. 
Others have questioned whether, as the law does not prohibit 
the use of confidentiality clauses generally, it would be 
reasonable to single out the property market by prohibiting 
their use. 

2.8 They also claim that concessions made to a tenant, because of 
his particular circumstances, are irrelevant when determining 
open market value as this is the amount a hypothetical 
(typical) tenant would pay. Some commentators suggest that 
confidentiality clauses are not intended to prevent 
information relevant to rent reviews being released, but to 
prevent details of agreements becoming known before they 
become legally binding. One way of meeting such concerns 
would be to limit the life of a confidentiality clause by 
statute, say to six months. This would allow the parties 
confidentiality at the critical time but allow the transaction 
to be used as comparable evidence for rent reviews while it 
was still relevant. 

2.9 It has been claimed that, because confidentiality clauses are 
often in side agreements rather than the lease itself, it 
might not be easy to legislate simply and effectively to 
prohibit their use in all cases. Finally, some suggest that 
it is unnecessary to legislate because the use of such clauses 
will diminish as the market improves; others believe that such 
clauses will not disappear without legislation. 

2.10 The following options have been identified and will be 
considered with any others which respondents may wish to put 
forward . 

2.10.1 To take no action and allow the continuing use of 
confidentiality clauses to be a matter for agreement 
between the parties. 

2.10.2 To prohibit the use of confidentiality clauses in new 
leases or in side agreements associated with new 
leases. 

2.10.3 To increase the amount of information available to all 
parties by making the relevant details of leases, rent 
reviews etc. a matter of public record, eg by their 
registration at the Land Registry. 

2.10.4 To limit the effect of confidentiality clauses by 
requiring registration of the details of the lease 
only after a stated period, say six months. 

2.11 Views are sought on each of these options. It would be 
helpful if they could deal specifically with the following 
matters . 

2.11.1 General comments on the option and any benefits or 
disbenefits to the parties to a lease and to the wider 
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economy both in the short and longer term. An 
assessment of the benef its/disbenef its of the option 
to the property market and to the wider economy both 
in the short and longer term. 

2.11.2 Specific points which would need to be covered to 
ensure the proposals were enforceable. 

2.11.3 The likely effect on rental levels at the start of a 
lease, on review and on renewal. 

2.11.4 Whether changes would affect the willingness of 
developers to undertake new schemes in any or all of 
the major sectors of the commercial property market, 
ie retail, office, industrial/warehousing etc. 

2.11.5 The likely effect on the capital values of existing, 
tenanted investments which will be affected by the 
option when existing leases expire. 

2.11.6 The likely effect on the capital values of investments 
in property which are subject to the new conditions 
from the start of the lease. 
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3 DISPUTE RESOLUTION PROCEDURE 



3.1 



3.2 



3.3 



Leases normally contain terms for resolving disputes, 
particularly as to the rent on review. These usually provide 
for a determination either by an arbitrator or expert (an 
independent third party'). The lease .yi\®stabl^ 
onlv one, or either, of the parties may initiate the 
procedure. Provision will also usually be made for the 
appointment of the arbitrator or expert by an independent 
person where this cannot be agreed by the parties. 

The vast majority of such appointments are made by the 
President of the Royal Institution of Chartered Surveyors 
(RICS) although some leases provide for appointments to be 
lade by the Presidents of the Law Society and Incorporated 
Society of Valuers and Auctioneers. The selection °f a person 
ro make the appointment is voluntary and a matter for 
agreement by the parties and the use of other persons for the 
purpose is not unknown. The conduct of arbitrations but not 
determinations by independent expert, are governed by the 

Arbitration Acts 1950 - 1979. These ^ ay re ^ 

general rules and do not refer specifically to rental 

arbitrations . 

Criticism of Dispute R8 5 Q lu.t_iQD — P r Qggd ma 

Criticisms of the system have come mainly from tenants . dome 
fear that there may be some inherent bias ^ the system 
against their interests, perhaps arising from the fact t 
the independent third parties are inevitably closely invo v_ 

in the property market. 

Others have criticised the procedure as being too slow and the 
costs of third party determinations as being too h i? h * JL 
malority of appointments relate to properties with lower 
rental values. Especially in such cases, it has been claime 
that the costs are disproportionate to the rents determined. 
It is claimed that some arbitrators fix their fees as a 
percentage of the amount of the award and so benefit £r 

higher awards. 

In his report ’Retail Rents - Fair and Free Market ?’ 1 
Professor Burton has argued that independent third parties pay 
too much attention to evidence of comparable lettings and 
ignore factors which economists would consider relevant to 
judging the open market rent. He considers that rents are 
being set at unrealistically high levels to the detriment o 
traders. He has suggested that a Government appointed 
tribunal, possibly the Lands Tribunal, would be able to take 
into account the wider economic factors he mentions. 

3.6 Some tenants have also argued that a tribunal, as suggested 
by Professor Burton, would not only be more independent but 



3.4 



3.5 



1 Published in the UK in 1992 by the Adam Smith Research Trust 
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would be seen as being so by the parties. Commentators have 
suggested that one problem faced by arbitrators is that 
comparable evidence is frequently out of date and that this 
can be a particular problem when the market is weak and there 
are only a small number of lettings. They argue this can 
result in rents being set at too high a level as the 
comparables reflect lettings actually agreed but ignore the, 
possibly large, numbers of vacant properties which have not 
been let. 

Defence of Dispute Resoluti on Procedure. 

3.7 The great majority of references to a third party are 
initiated by the landlord, sometimes as a means of persuading 
the tenant to enter into serious negotiations, so it is, 
perhaps, unsurprising that most complaints come from tenants. 
The defenders of the present system argue that it is normally 
open to the parties to agree who shall act as the third party 
and thereby to ensure the appointee's independence which is, 
anyway, safeguarded by the independence of the appointing 
authority. The RICS requires personal confirmation from 
prospective appointees, after enquiry, that they are not aware 
of any conflict of interest. The President of the RICS has 
made it clear that he will not continue to appoint members who 
accept appointments where any conflict is subsequently 
revealed. 

3.8 Defenders point out that, as valuers act for both landlords 
and tenants in the normal course of their work, there is 
unlikely to be a bias in favour of landlords; nor is there 
evidence that such a bias exists. Valuers acting as 
independent third parties are bound by their professional 
codes of conduct to act fairly. Independent experts who 
showed bias would be exposed to claims for professional 
negligence. 

3.9 On delays it appears that at least two-thirds of all 
appointments are made within three weeks of the initial 
application. The conduct of the case is then in the hands of 
the third party. It appears that only about 5% of cases where 
a third party is appointed proceed to a formal determination, 
the remainder being agreed by the parties . Many appointments 
are made as a protective measure and, in these cases, the 
parties may request the third party to take no action while 
they try to achieve a settlement. The time taken to appoint 
the third party may only be a small part of the total time 
involved in resolving the dispute. 

3.10 The Department has no evidence as to the amount; of "third party 
fees. The amount of work required by the independent third 
party is not directly related to the rental level, thus fees 
are likely to be proportionately higher, in relation to the 
rent, in smaller cases. As the parties are usually 
professionally represented, the total costs of resolving the 
dispute may depend more on the level of the advisors’ fees 
than on the third party ' s charges . The parties have to agree 
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the proposed basis of charging and can resist methods which 
they see as unfair. 

3.11 In response to Professor Burton (see 3 . 5) , defenders suggest 
that economic evidence usually deals with broad issues and it 
might be difficult to apply the results to particular 
properties The terms of transactions used as evidence will 
have been agreed by the parties in the open market taking into 
account the general economic position. Most leases require 
the rent to be set at the figure a typical (hypothetical) 
tenant would pay and therefore the business circumstances of 
the actual tenant are not, normally, directly relevant. 

3.12 Some valuers argue that a shortage of evidence, while not 
helpful does not cause insuperable problems. It is possible 
to look at transactions which have taken place after the 
valuation date to establish rental trends and thus minimise 
the problems of data being out of date. 

3 13 The suggested substitution of the Lands Tribunal for 
resolution by independent third parties (3.5 and 3 . 6 above ) 
would have cost consequences. The Tribunal has the status of 
the High Court and hearings would involve the use of counsel 
as well as solicitors and valuers. Most arbitrations, 
especially those at lower rental levels, are conducted by 
valuers alone so total costs would be much higher . Additional 
resources would be required to deal with the extra cases which 
would still be likely to lead to excessive delays, especially 
if economic evidence was used as this might require the member 
to sit with an expert assessor. The costs would probably have 
to be passed on to the parties. A further alternative might 
be to use a less formal body, perhaps similar to Leasehold 
Valuation Tribunals, so that cases could be presented by 
valuers or even the parties in person; however this too might 
involve a charge. 

3.14 With regard to new leases there appear to be the following 
possible options: 

3.14.1 To take no action and to continue to allow the parties 
to decide what procedures should be adopted to resolve 
disputes in general and rent in particular. 

3.14.2 To regulate to control the content of rent review 
clauses . 

3.14.3 To allow the reference of disputed rent reviews to a 
body ■similar to the Leasehold Valuation Tribunal ox 
Lands Tribunal . 

3.15 Views are sought on each of these options. It would be 
helpful if they could deal specifically with the following 
matters . 

3.15.1 General comments on the options and any benefits or 
disbenefits to the parties to a lease. 



10 



Printed image digitised by the University of Southampton Library Digitisation Unit 



3.15.2 Specific points which would need to be covered to 
ensure the proposals for using the Leasehold Valuation 
Tribunals, or a new tribunal, were enforceable and the 
procedure equally available to both landlords and 
tenants . 

3.15.3 General suggestions for speeding up the process of 
dispute resolution and reducing the costs imposed on 
both parties. 



27 May 1993 

Department of the Environment 
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